
confers an advantage on one competitor.48 Any difference in the price elasticity ofthe

interLATA and intraLATA markets is obviously an artificial one. Including AT&T's intrastate

discounts in its interstate APIs merely shifts revenue recovery to the less competitive

jurisdiction.

AT&T should immediately be directed to recalculate its APIs and SBIs without

reflecting intrastate discounts, and to support them with the volume and rate data required by the

rules. Because AT&T files only conclusory cost support, it is impossible to tell how much of

AT&T's current headroom results from this practice. However, AT&T's statements lead us to

believe it may be substantial: at least $227M.49 This amount -- and any competitive distortion or

harm to consumers -- can only increase as AT&T competes for the intraLATA market.

IntraLATA competition began in California on January 1, 1995. The effect on universal service

of this dubious subsidy flow has not been examined.

The Commission also tentatively concludes that it should adopt the same

treatment for exogenous costs for AT&T as it adopted for the LECs. (FNPRM, para. 70.) We

support SYmmetrical treatment of exogenous costs for AT&T and the LECs. If adopted, this

would result in the removal from AT&T's PCIs ofongoing SFAS 106 (OPEB) costs. so We

believe these exogenous costs to be over $100M for Basket LSI It could also result in the

48 See FCC v. RCA Communications, Inc., 346 U.S. 86,94-5 (1953); Hawaiian Tel. Co. v.
FCC, 498 F.2d 771, 776 (D.C. Cir. 1974).
49 See letter from R. Gerard Salemme, Vice President - Government Affairs, AT&T, to
Kathleen Wallman, Chief, Common Carrier Bureau, FCC, May 11, 1995.
so LEe Price Cap Review Order, para. 307.
SI See letter dated June 30, 1993 from Michael F. DeICasino, Administrator-Rates and Tariffs,
AT&T, to Secretary, FCC and letter dated May 17, 1994 from Michael F. DelCasino,
Administrator Rates and Tariffs, AT&T, to Secretary, FCC.
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removal ofother accounting costs, such as for SFAS 112, ofwhich AT&T has allocated about

$200M to Basket 1.52

V, Conclusion

For the foregoing reasons, the Commission's proposal to include promotions and

optional calling plans in price caps should not be adopted. Ifthey are included in price caps,

separate service categories should be maintained for standard MTS services and APPs. In that

case the "residential index" should be replaced with the proposed Basic Rate Index. But there

52 See AT&T Communications, F.c.c. TariffNo. I, Transmittal No. 7322, 9 FCC Rcd 7228,
para. 7 (1994).
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should be no upward pricing flexibility in the Basic Rate Index, and it should be imposed only

after AT&T's PCls are reduced, and its APls are increased, as explained above.

Respectfully submitted,
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Exhibit A

AN ANALYSIS OF THE STATE OF
COMPETInON IN LONG-DISTANCE

TELEPHONE MARKETS

NERA Summary of Findings

As Congress concludes the debate on telecommunications reform, consumer
iaterests are at stake. pendjnclePlation will direc:dy affect the availability and
costs of new services and teclmolOl)'. ADyattempt to overhaul America's
telecommunications recuIations must take the CODSWDer viewpoint into
coDSideration. Specifically, if CODSWDelS are to be properly served,
telecommunications markets must be open to competition. If they are not,
consumers will continue to pay too much money for the services they use.

A National Economic Research AssociateS (NER.A) study examines the extent of
competition in the loq-distance market and the effect of the state of competition
on consumers. Of particular CODCeJ11 is the loq-distance companies' failure to pass
on reductions in access chqes to consumers. Local phone companies charze long
distance camers to use the local netWork. In the last decade, the local phone
companies have cut those access char&es with the expectation that those reductions
would be passed on to consumers. The loq-distance carriers, however, have kept
billions of dollars of those reductions. The NERA study links this development to
the state of competition in the lonc-distance market.

NERA looked at seven iDdieaton{foeusinJ on AT&T) to clt!termine how prevalent
competitive forces are in the 10q-distaDce market:

•
•
•
•

Relative Price Perform·nce
Pricin& Behavior
Productivity
Quality

•
•
•

Advertisinc
Competitor Entry
Financial Performance

The 10Dl~ance market'. performa"". was measured..jnlt established ItUdards
of competition. CoadVliom about the meat of competition and its effect on the
marketplace and consumers were drawn from comparisons of actual market
outeomes and behavior to the competitive predictions.
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lIch·of the leVeD iadida of competitiOD fail to provide uaequlvocal evidence
01effective competitioD ill iDtentIte 10Dl-dbtance lUrket. The evidence points
to I DOD<Ompetitive market with ATkT _joyi.Dc substantial market power.
CoDsumers are hun by this lITID.Iement. and the burdens appear to be carried
ditproponioaately by low-volume residential aDd small busiDas CODSWDers. The
loac~ market's _andiDI in the seveD eatelories is disauaed below:

1. Co.,,,,,ia Poc1eet Potatitll Co,.,.",.er sm1Jgs

If the mterstate lonc-distaoce market were truly competitive,10Dl~
companies would pass on all reductions in COlts such as access dwps to lower
loaa-distance rates. In fact, the study found:

• Reductions in lonc-distance prices have come IS • rault of reculatory
requirements, not competition.

• Lack of competitive pressures still allows AT&T to pocket aaviDp from
reduced access charaes meant for CODIWDelS. In 199., AT&T failed to pus
S1.778 billion dollars on to consumers from cuts in ICCeSS cbarces that were
reduced from their 1984 levels. Annually, that .....n. Dearly two bUlioD
doUan ill local phone company price reductions were kept by ATItT
aDd Dot passed on to consumers.

• Thoqb AT&T's reponed averace revenue per minute bas declined,
competition bas not broucht benefits of lower prices to low-volume users.
Moreover, low-volume u.sen appear to be* WIt majoricyof fIeIideatial
customers. Accordi.nc to • random sample of 9000 households' telephone
bills taken in mid 1994, .. dian oae-ddrcI of V.S. houehokb lilt loDe
distance discount CI1lina plans aDd ... thaD eme-thircI of resicleDtial caUs
are billed at discounted rates. (PN& IDd AIIoc:iIt_, IjU Hmwi. ",*3 1995)

11. Lnr-Dilta1lCt Pricts SIlly AnificUdly Hilb

If tile interstate loac-distaDce market were truly competitive, ODe company would
aot be able to raise prices above competitive beDchmarb. ID faa, the INdy found
that:

• With I coDSistent 60 percent market share, ATItT CODtinues to pocket
IOIDC of the cIec:raaa in Iccell fees charpd by the local phone



companies. Despite thae amko-"Nr actiODS, AT&T has little reduction
in its customer base. Rather, AT&T'. priciDa behavior allows MCI and
Sprint to follow suit, and c:harae inflated rates as well.

HI. OuerilllProdIIl:tiwty RemiliIU SIII"","t

If the interstate lonc.aoce market were truly competitive, iDdustry-w.ide aDd!or
finD.speci£ic productivity pins would have increased in the post-divestiNre period.
In fact, the study found that:

• Tec:hDoloPca1 advaDcemmts and iDcreuecl dem.nd have Dot tnDsIated into
overall increases in productivity. The iDcIustry is DOt beina preaecl by
post.cfivestiture competition to use available technology more'
efficiendy.

N. Competition HIlS Not ud to Improwmnats in QIutlity

If the interstate 10nc-distaDce market were truly competitive, market sepnmts with
more than one vendor may show the effects of competition in quality, whereas
sepnents with only one vendor would not. In faa, the study found that:

• There is no real difference between quality improvement in multiple-vendor
sep1ents and sinsle-vendor sepnents, indicating that competition Iw not
spurred on quality improvements.

v. AdtJmising Priletim Hurt Con••mm

Ifdie interstatelonc-distance market were truly competitive, idvertisiDc would be
used to bolster market share and would not be I drain on effICiency and • barrier to
entry. In fact, the study found that:

• The lonc-distance companies 6DUce musive Idvertisiq campaipIs that
result in no major shifts in market share. In a competitive market, the
money spent on these superfluous ads would 10 toward price nduetions
inttad.

• Instead of offerinc COIlSUIDm true choices, loac..cfistance Ids are only
differentiatinc brands and are Dot informinc consumers.
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• The cost of so much national advertisiDc IUVeS as a barrier to entry for
competitors. further enforciDa the o1icopolistic, anti-coDSUIDU make-up of
the market.

VI. Hili Barriers to E,."., PmJnt Trw Competition

If the mterstate lonc_uace market were truly competitive. capable prospective
c:urien would be able to enter the market and prosper or fail based on their
relative market efficiencies. In fact. the study fOUDd that:

• HiP barriers to eIltry (e.C. hiP swt-up costs, musive IdvertisiDa
campaips) prevent rese1lers from c:hallenging ATkT. MCI and Sprint.

VII. Gllp BetfHtn Cost lind Price eontinllft to lVulen

If the mterstate 10ne-distaDce market were truly competitive. lone-run economic
profits would move toward zero. In fact. the study found that:

• There is no evideDCe of pressure to move price toward cost. ATkT's gross
profit margin has. in fact. increasecl since divestiture. from 31.• percent in
the third quarter of 1984 to .1.6% in the third quarter of 1994.

1De study shows that the interstate 10Dl-distaDce market is not effectively
competitive. Additional rvidence - e.I.• pricina at the cap and market shares
Jett1iDc near sixty percent - ..est that replation and the threat of antitrust

. intervention is the collStJ'liDiDa force in the market. The CODSUIDU wetfare pins
in the lona-distaDce market to date are due more to FCC requirements than true
competition.

AD iDfIux of effective competition ill the loq-elistaacc market could produce
8IIIIive consumer beneflts in terms of nteI, quality aDd.me.. IDstead.
cIuriDa this time of weak competition. reduced fees have been pocketed by the
Joaa-distance companies. c:ausiDa CODSUIDU prica to mnain lltificiaJJy hich.
I.esideatial customers are Iaardest hit by this iaequity. IfCODSWDers are to benefit
&om advances in telecommnnieatioas. more competition is needed in the lona
clistaDce market. .
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The Long-Distance Market:
Consumers Pay for Lack of Competition

The NltioDaJ Economic ReIearch Aaociates I'ICIDtIy nltl.td _study, A"A...J,sis of- StAtt of
CMnlflitiorl in Lont-DistImaT~Mm.ts, "hich concludes that there is no evidence that the
Joaa-cIUtance market is competitive. In fact, the study fiDds that CODIUIDers have not received the
heDe6ts that efficient competition promises.

• • • •

• Companies Poclut Potmtitll Cons"",er SilfJings
Since 1984, AT&T has pocketed Sl.n8 billion doUm in reducecllCCeIS cbarps that. in a
competitive environment. would have been pused on to coDlUlDen.

• lAng-Disttlnce Prices Stay ArtificUtUy High
AT&T's prices are constrained by repalation and the threat of antitrust intervention, not by
competition from Mel, Sprint and resellers.

• ProdllCtifJity Rtmains StIIgnant
BecaUJe the industry is not beine pressed to operate more JficieDdy, teehDolosical advances
and increues in demand have not translated into overall increases in productivity.

• Competition Has Not Led to Improvements in Qluzlity
Competitive environments are marked by improvements in quality. However,loD&~ce
market sepnents with multiple vendors abow no more quality improvements than those in
monopolistic sepnenu.

• Adwrtising Practices Hurt COnsJImm
AcIvertiainc campaips in the 1oDa-discance market oaly·differemiate products, they do not
benefit CODlUlDers. In IldditiOD, these musive apenditures IeI'Ve u _barrier to entry to
smaller competitors.

• Glp Bnwetn Cost "nd Price Continws to Widen
AJ AT&T'. prices c:ontiDue to u.a... there is DO pnllUre on the market to move price
toward COltS. AT&T'. poll profit marPn his iDcnued from 31." percent in the third
quarter of I'M to "1.6 percent ill the third quarter of I"".

Open Up Long-Distance to True Competition.
Consumers CanIt Afford to Wait.
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AN ANALYSIS OF THE STATE OF COMPETITION
IN LONG-DISTANCE TELEPHONE MARKETS

WILLIAM E. TAYLOR
.... DOUGlAS ZONAl

L INTItODVcnON

This study updates -s re-eumines the relationship between the prices ATatT md

other iDterexchanae carriers (IXCs) pay to local telephone COIDpIDies for interstate eerier ICCeSS

lerVice ad the prices they chlrae their customers for interstate Jona-distance Iel"Vice.2 The

issue mses because carrier ICCCSS prices aDd iDtastate loDa-distance prices have pnera1Iy fallen

in the post-divestiture period until 1991. Ifter which access chlraes continued to fall but
•

iDterstate lona-distance prices beaan to iDcJase.J Both these facts md their iDtapretation Ire

subjects of controversy. Different measures of ICCeSS md toll price cbanaes lad to cti1ferent

eemelusions reprdina their relative 1DIpitude. aDd the IiDk between cblnaes in access charles

and c:bIaaes mtoll'prices is DOt • cI.- meuure of the cIepee of ccmpetition mthe toll markets

bacause other factors (such u cost cbaDaa) caD abo lead to price c:baDaes in competitive

I ... Vice 'IIIilllat .. s.iar e..uJIIDt. ~J ..... a.••_eIl AIIociIMs. IDe. (NERA)•
..... r:dvely.

2 W.E. Taylor, ..... fJI en, ddw"" ill ... u.s. 111 M" Tell lied ill CC Docket No. 91·
loil (AapIt 1991),"EftKIs ofCwl4*lve"" II'" U.s. II. I I II ToD : A111JpdIte." lied in
cc Docbt No. 91-141 (JIIJy 1M2). .. W.E. Ta)'Iar -' LD. TI)'IDr. "7aItdiveaure t-.-DiIIInc:e
c.npedtioa in tile UDW "...,." .....c.....,. voI.a. No. 2, (May 1993), pp. 115-190.

J 1be -.nul in tile of LIMr ""'lei (8LS) c...... Price IDdex for ...... toll service
(CPl-~) poIitive IiDcc 1991.
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..uti. In 1bis 1tUdy, we .sdreu both questions: to IIIeSS the depee of competition in the

)lid to lower iDterJtate toll prices (i) what jndires of IXC toll prices aad local exchlDae canier

(LEe) ICCeSS prkes - 1IIefW, _ (Ii) what mcleDce is povided by ocher iDdicia of

c=ompditiveDeSS?

Our ItUdy beains in 1984 with the diVlltiture of ATAT'. opentiDa teIepbone

complDies which split the communications iDdustry wrticall)' aDd provided • immediate

.impetus to competition in 1be iDterJtate portion oftbe 1oDa-diJt8nr«1DIIbt. RepIators avel)'

IDCOUI'Ipd entry and competition in the iDterJtate Ioq-distlnce lDIrket b)' nqujrina that equal

iDterCODDeCtions with the local Detwork he provided to all Iona-distlnce competitors.

Emorcement lIencies, meanwhile, implemented DeW methods ofreau1atina ATAT and the local

1tlephone companies, includina dereauIatioD in lOme jurisdictions and priee-cap repatioD for

iDterstate IODJ-distance IDd Cll'rier ICCeIS services.

Since 1984, there have also been revolutiODlJ)' cbaDps in the ItItistical profile of.
the iDterstate IODJ-etistance market. The npid development IDd expension of fiber optic

tlChDolol)' has (1) radicall)' altered the cost ItrUctures in the IDIrket, much like IdvIDces in

.rwork capICity, which has rouPl)' tripled ill just 11,.n. Wberees JftviOUll)', tbeJe was

oaJ)' 1be ODe Datioawide~ .-work, tbere .. DOW ..-I)' four heckboDe 1oDa-

• IIOUDd 60 percent. Partl)' in I'IIpODIe to the ace of reaional IDd melle IXCs· which

ClGDtinue to expIDd the .mea 1bey offer IDd tbe tmitories in which they compete, the major
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IXC. bave iDtroduced • vmety or -.v piciDa pIIDs. ne powth in pomotiODlllCtivities on

thillDd ocher ionts bas lUbstmtiIIly iDcreIIed IdvertisiDa costs (u • hction of lila revenues)

&rOIl the iDdustry.

AJtbouIh die dalDaa in die mdUItIy IiDce 1914 Jmee .... *amIDe, has cmnpetition

(or rquJated competition) delivered to CODIUIDII'I III or die pomilld beDcfits? This pIPe!'

....... that question in • systematic fahicm by eYIIuIdDa die empirical evideDce CODCeIDina

ATAT .s die interstate Jcma-distace mdUItIy u • whole with Jeprds to IeVeIl primIIy iDdica

or competition:

1. Relatiye Pice "QDDIIMiC: If the iDterItate 1oDa-eti1tMCe mmbts were truly
competitive, chlDaes in -ner access chirps ad other c:bIqes miDdustry

costs would be pIIIed 1hrouah to cuscomers u cbIDps in 1aDa-etistaDce prices.C

2. pricina Jwheyjor: ID competitive markets, tbms Ire price-takers. Do we observe

price-takiD& behavior ill the loDa-elistanee market? Competitive mmbts are

cbaracteriad by the ebseDce of market power (i.e., the ability to raise price

profitably or 10 alter terms of tilde hm competitive levels). Do we observe

evidence of market power'?

3. Pmdustimv: CampIdtion - .....ve .,.watioD briap pow.tul forces to

.... oa iDDov8tioa and productivity. HII mnretkioa (or JIIUIated CGIIIJlCdtion)

produced iDdustry.wicIc adlor flnlHpecific productivity pins? How do the

rmes of poductivity IIOwth in ... or rquJated competition compII'e to the

JUstorical Dtes of powth in productivity?

• A .IIIKIiaD ill cmier tM - - fII"oWIiDa'" few ftW)' Ion&-"_net GOIIlJtIft)'. t1DdIr -aioDs ID • II --. in 001II would be
~ pIIIed thrau&h ill dIIir lllliJeay to I ID .. fIIII'm of prices.
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4. Oeljty: Quality is ODe of1be di....... GIl which oompetitive firms compete

with ODe 1DOIber. IDcreues ill quality may ftdIect proaress IDIde by competition

or IIIuIated campetition. However. improvements ill quality do DOt aeeasarily

imply IipifiClDt improvemems ill die competitive pocess.

5. MYmiainl: AdYIrtiIiDa may IIeIp CDIDDRIDieate complicated pi.. pllDs ad

.the exiJtcDce of \Wious lltematives for prospective CODIUIDC'I. On the ocher

bIDd, excessive IdvertisiDa may trlDsI_e into efticiency Ioaes.

6. Ema: The conditions of IIl1ry in pIrt cIetermiDe the level of price in an

iDdustry. When blrriers to 1Il1ry-whetber fiDlDciIJ. tecImoloaical or

1epJ-exi-. incumbent firms will find it profitable to raise their prices above

the level _ which they would price if entry were mUncumbered. Evidence of

entry (net of exits) demonstrates that iDdividual er&1Jepreneurs believe

opportunities for profit exist.

7. VundaJ M1'9"D'DFC: In. competitive market. leN-run economic profits tend

towards zero. Do we observe this teDclency?

Baed upon our investi~ we do • find evidence of effective competition in the iD1erstate

Jaaa-eli1&lDCe market; rather. we find evidence more CODIiItent with DODCOJDPItitive behavior.

OIl In IIIfIPte buis, AT&T's price nductiODI have failed to match nductions in access

....... 111 IIct. AT&T'. pic:iDa relative 10 COltS ..... that the compmy IDly CCDtinue to

eIioY IipitIC8t market power. The Idvene effects IJPIt to !lave been experiaaced

diJpaoportiODltely by Iow-wlume .-idIIIdaJ IDd ..n IIuIiDea CUItomen. for wbom pices

.-Jy deviated from 1be lDIXiJDIIID IeYeIs allowed 1mder pice-cap replation. Overall acrvice

cpaality bas improved to • depee IiDce AT&T hu been uader pice cap rqulation; however,
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.. pius have been lIIIJ'Iy equivalent in ... with aDd whbout facilitjes-bued competition,

IUIItstiDa 1bat efl'ective competition is • the cIriviDa force behind quality cbaDaes.

....wbi1e, the substIntiaI iDcreues in IdvertisiDa expeDditures lie CODIistent with iDcreased

lIInien to entry, low levels of price competition, IDd hiab operatiDa mqiDs. The pattems of

eDtry by taelJers eft"ectiveJy COIIfirm the lUIIestioD of lipjficat opportuDities for profit in

.... Jaaa-dilllDce .mce. Similarly, ATara nported ftMndall'llU1ts d'ectively ccmftrm the

pr-=nee of hip operatina mqins. CoDIequently, we CODClude that JeIUlated competition in

the interstate tol1 JlW'ket, per II, bas DOt yet produced the promised substantial consumer

IIcDdits.

The remainder of the paper ofFers 1beoretical ad empirical support for these

...sments. Part D reviews the 1beory of rep1ased competition. Part mamines the

aapirica1 evidence reprdina the impact of rep1ased competition in the interstate lona-distance

telephone DW'ket, with particular emphasis on the performance IDe! behavior of ATaT. Part

IV outliDes our conclusions baed upon the lIDaIysis in Pin m.

D. TIIEORY

AI iDdieated Ibove, our objective is to deIermiDe wbeIber CODIUIDerS have received

6e 1IeDeftU IUt would occur ill • eaviJ'omrwm of iDcnued~ To iDitiate the

~caJ campoDIDt of dais "')'IiI, we lilt deICI'ibe difl'ereuces Mtweat OCIIDj)etitive

0UIC0IDes aDCI DODCOIDpedtive outcomes (SectiOD A). We 1ben develop • frImework for

evaIuatiDa the empirical evideDce that is bued 1IpOIl the impUeaticms of wbeIber the behavior
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of IXC, is 00DICraiDed by: (1) caaJpetitive fcnes witbiD !be iDcIustry; (2) ati1rust Jaws and

.rorc:emem aaencies (Section B); or (3) 1elecommunicatioas nplItion IDd replatory lpDCies.

A. Cn••'ye De _.cn. "'" Va,.,.
ID cwnpedtive markets. mare ef6cieat IIms (i.e., ..with~ forward·

look.. iDaemeDtaI COltS) will prosper aDd .... dicieDt tbms (i.e., .. OODIillelrtly with

8bove-averaae iDcrementaI costs) will exit the lDII'ket. Therefore, competition asures that the

poducts or JerVices in • particular martet are provided with maxjmum emcie:Dcy~ is, with

1be minimum expenditure of society's ICIrCI resources by distribuUna the supply function

BODI rival suppliers to minimizJe to&aJ IOCiIJ COltS. The ability of lDy finn to lChieve a share

of the supply function that exceeds the level expected under competitive CODditions is limited

tJy the threat of competitive entry. When entry is unimpeded, !M8Dina that investment can flow

of the iDcrementaI cost-baed competitive level. III IUCh circ:nmstances, IICb tUm Dlust take the

.-kit pice as liven IDd wiD remain in the market cmly if that price allows the finn to recover

(1) ill forward-JookiDa iDaemeDtaI COltS; plus (2) ID accepaable mum on ita investment, the

level of which is IIrply dictated by !be nturDs available if the firm opted to deploy that

• .....~I.daD • fail nile II .. 11IIIII ..... II Iw I." eM. _Im-
....) "JlethII If..... 0IIIlI. _nllful 8ft 1ft'" -.et ........ NM"" the
...wIl .. 1DWIrd ............. II 1IIIo¥ ftnD .. "'Ibo¥t....r JIIOfIIa. III
tIII. .. "I"I~fII_", - cad MIV)'''-''' of.-.ch
......._ (MD). .....- dirt riIb _1'IWIrCII ofUD ICtivity
">' ...... 17"" 1y • .. .. pIriod wIIIIout dnct OIllllil/illital.... IImcmIor
_ price IIlove iDa 1II IhIreby ..u. • n.1GIb1e I"IIUrD CID .. artpaaI iDv__t
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FICiDa the imperfect competition Ibat cbIrIctIri8I die real world. iDdividual firms

IIIve lOme ability to iD1lueDCC the pice cblraed in certain Dicbes of the markets they let'Ve.

TIle price 1bat maximizes profit in thae imperfectly competitive markets depeDds on both

iDdiviclua1lrms' COltS aDd demand. ID ae-aI. • multiproduct finD will muimize its profit

by .... its pica above iDcI6i6ItaJ COlt for IICb podud, with die IIDOUDt of IDaIbp above

iBaClDlllll1 cost cIetermiDed by die COITespoadiq demand coadi1ioDI &ciDa the ftnn. If the

"""and for • specific: product is IDCft .msmve to pice, die IDOIl pofitable poice will be closer

10 the finn's incremental cost.'

. In cenain markets, In incumbent &1m may DOt face IUbItaDtiaI competition from

existina firms lDd/or may not face the threat of competitive entry. Such dominant incumbent

finDs arc considered 10 possess IDIJ'ket power in those markets. As a basic matter, market

power liJD,ifies an ability to affect the terms of trade in the market. More imponantly,

lKMever, for the economist's cue reprdiDa the damaae to lOCi,,>, caused by the absence of

excess productive CIpICity, to iDvest in superfluous MvertiIiDa lDCIIor to eDPIe in other forms

of waste:" 'Each of these outcomes are CODCOJDit.IDt with Nductiou in lDIItet efficiency IDd

, II til _" II , iI~"'. ' ••~ is. -.tIM ID"''' if
til ID IINM wDJ ID lID -.y IIIIpUt. AI ..... die
rca 11m.. 181-. At -we. • ....,.. wI1J........ _.M. ill~ to- .t'U.s''' wDJ JIIII GOVIr .. _.Me ID lOlL If
.. "'. _., curve pIOIt........ price wUI be ......... wwoutaJ
lOlL

., IM..... ,.N. MI.a. Hew .... "'er.,".." "1vJws;c (IoItGD: JiouIbIaD Mifflin.
1110). p. 20.
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nceives • ctisproportiODAte Ibare at the cxpeDIe of CCJIIIUIDCI'I-O the ecoDOIDic benefits

-.ociated with the lIIe of that aood.

In the ClUe of the IXCI, priciD& IDd otber ecoDOIDic behavior is caaIIrIiDed ill part

".Y the UDique cbarKteriJtics of the IDII'ket CODtext ill which these compIDies operate. The

.uque characteristics include:

• Hip proponions of embedded teeImolol)' aad IUDk costs;

• SipifiClllt customer inertia;

• Rlpidly chanama tecbnololY;

• The aJobalization of busiDas operations;

• The threat of possible IDtitrust lCtion by the Depeatment of Justice (001);

• The Modification of FiDal Judpmrt (MF1);
•

• Tbe J'IIUIatiOD of cbninent CIIriers by the Federal CommUDiClltioDs Commission
(FCC); and

• The deploymeDt of equallCCeII CIIpabiIity.

n.e _ ..~cs••11_ bees which, to .,.. ..... help detamiDe which

IXCI will be wiDMn -' which will be ..... IDd bow ecoDOIDic beDeh will altimllely be
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The critical iDsiabt for our J'UIPC*S is tbIt the difFereDt types of market CODItrIints

.ve different observable implications for iDdiviclual finD behavior -s market performance.

'I'hIIefoIe, we CIIl deteJmiDe to what exteDt IICh CCGIIrIliDt is Wnctina in ptICticaJ tenDs by first

-.Joaina the implications of eICh CODStraiDt in terms of behavior IDd perf~) ad then

~ these implied JapODIeS to ICtuIJ market ciJ'c.um-.ces. 8ecaUIe our investiption

focuses on the extent to which consumers have mjoyed die benefit of competition,' we bave

opted to divide the coDSlrlints into 1bree distinct eateaories: (1) competition from other IXCs;

(2) the pospect of fUrther antitnlSt Don by the DOJ; IDe! (3) the replation of the "dominant

carriers" by the FCC. If we found that the !XCs' behavior bas been constrIiDed primarily by

die 1atter two "extemar forces, then removiD& bindina reauJatory or Jepl CODSCraints would act

to the detriment of consumers since at least one of the !XCs could be pesumed to possess

market power aDd would therefore be iDclined to adjust its prices and output towards.
DODCOmpetitive levels. Prior to investiptiDa that issue, 1be three sub-ledions which follow

bridJy outline the implied respoDleS to ach let of CODItrIints.

• niflcalJ)' ATar !XCI' IIIiIity to Ibow • limit
~ ..,...,we 1I¥el. W wDJ _ to or ClCIDJIIIddw .net
•••a_II, .. dMrIIIy or Icat IIDcmIioDI Our dilcuaioa or -price -' quality"
...~ lor of ...,.citive ..at ·Ik "
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The first eatelory CODIists of competition from other IXCs, which may limit each

plrticullr IXC's behavior in the market. We may obIerve the foDowiDa iDcIicatiODS that

behavior is constraiDed by competition fiom IXCs:

• In. competitive market, IoDa nul ICODOIDic profits teDd towIrd 18'0. We
should expect to lee c:IecreIses in JDIIIiDs toward the competitive level and
reductiODS in .... per Ibare • competition develops aDd equal ICCeSS is
implemented.

• Entrepreneurs respond to opportunities for profit 10 in • competitive market we
should lee little Del entry, that is, the DUmber of &IDs that exit (or the capacity
of firms that exit) should be replaced by an equivalent number of firms or
capacity in the Jona run.

• We would expect costs 10 be driven downward 1iDce, ill order for • firm to
survive in the competitive market it must be at least u efficient u its
competitors. In addition, the return that is caned on assets deployed ill a
competitive market must be at least u peat (and DO pealer) u the return that
could be obtained elsewhere.

• Under Ieneral circumstances, we would expect industry-wide reductions in
marainal costs (stanmina 6vm iDput price recluctiobs or other cost chlnaes that
affect all &IDs) 10 be fully rclJected in output prices. Ifan iIlput represents 40
percent of the total cost of supplYina • \mit of • aood and its price ,oes down
by 10 percent ill • competitive market, UDder aeneraJ circumstances the output
price should 10 clown by 4 percent beCause price must 1rICk costs.

2. ne n ....t .f ADtitnut IlltervlatioD

'!be 1brcat or 1DtiU'Ust iDterveDtion could motivate 8rms to avoid any obvious

iDcIie:atioDs of pos""lina market power. For nemp1e, by maintaininl its market IbIre below

• particular Ieve~, • is IDOIt relevam in the cae of interstate Ioaa-elistance Iel'Vice, by

IIcIuciDa its market Ibare by • IUfticient IIDOUIlt-. firm may efFectively eater III IIIthrust "life
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~.. 1bus, the behavior of AT4T may be CODStraiDed to produce market share outcomes

in • life haven.

A laies of put court decisions supply iDfOl'lDlliOD OIl 1be likely position of the

..ut..~." For eumpJe, ill UrtItId StatIS v.~ Co. Of~,IO the Second

Circuit Court indiClled that • 90 percent market IbIre "is eDOUIh to CODStitute • monopoly; it

is doubtful wbetber sixty or lixty.fo1D' percent would be ezaouah; aDd certaiDly thirty-three

percent is DOt." The other cues which have tested the middle pound between the ext:remes

cited in JflCOQ have aeneraIly established • tbmhold of -wroximatcly 60 percent. For example,

50 percent was considered below the threshold in AlMrlcan Telephone &I Tel,graph Co. v.

Della Co"""amiCQ/;ons COrp.,1I while 71 percent was CODSidered above the threshold in

lhtlttraruftr Corp. v. YolkswDg,nwerk, A.G.12 An observed reduction of market shire down

to _ stabilization at the 60 percent threshold would be consistent with • stratei)' of seekina

to avoid antitrust action.

• .41 F.2d 416. G4 (2d Cir. IM5).

II 590 F. 2d 100 (SIb eir. 1979).

u 430t U.S. 1017 (1"1).
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3. De Elf..., ......t• .,. OwwIIPt

Currently, the nplation of the cIomiunt IXC.I) is aovemed by the price cap

...14 iIdroduced by the FCC ill 1919. We may ot.sw die followma iDdieations that IXC

....vior is constrained by price cap npaIation:

• If campctitioD .. is DOt IIdIic:ilDt to CIUIC price aDd quality to be at
campctitive IeYe1I-tD 0Cbcr~ if pice cap reauJation coastrIiDs bebavior
we would expect to _ the NIUIIted firm price at the cap (or a ....er fraction
of clays in a yar with prices at die cap). T'be ccmvenc may also be true:
JI'icinI at the cap may iDdie:ate that a profit opportuDity exists.IS Similarly, the
praence of (positive) Del IIItry iftdicatel that prices Ire above the campctitive
level, alJ else beiDa equal. smee firms 0111 .m IUJXICOIDPetitive returns at
suprlCOmpetitive prices. we would expect to obIcrve Del eIdry U IODa • blniers
to entry me.DOt IUfliciently hiah.

• Since the campctitive price .wi coiDcidcntally be at the level of the cap at 8

particular point ill 1ime, we will need to look for iDdications that prices were
repeatedly Idjusted downward for IOIDC customers lDCIIor produetJ-praumabJy
mresponse to .... competitive pressure-while prices for other products were
iDcreued to tlke IdvIDtlJe of the price cap formula. Such repeated IdjuscmeDts
over time, resultiDa in agrepte prices at the cap, would lUIIest that the
circumstance of prices at the cap is DOt a coiDcidence.

• Since the agrepte price cmnot be iDcnued above the price cap index,
8dditioD8l profits could be obtained by clea-.ina .mce quality aDdIor by
reduciDa costs. We may also observe pIttemS in the chaDacs in quality over

II ID ... of the dlftDitiaD of......... . ill or.....,. 0VWIiIht ..... IXC,
_iy••_ .DDClllliIIs 11Ift " ••Id ... ~ is ... thellppl." dnlbold,
JIIIIicuI-ly ill ....... willa ." IIIniIn. .., IIr • 1I1e, O.E. WlII__•. ' 'me ed", .e.· AM"" - Ie ,.... (NIw York: 19'75). p. 209, fl. I~ 01 GOUIIC,
'II -.cc .. the lbOit)' tD .. ,.. IINM tile II¥tI on Iy..... AII.-md
...... or........ dowD tD ...... .,..u,.m ..... IneIs is willa IIIt"atIIY
or..1IIary evIIicD.

M 111I price ClIP fcnwlM nquire ... tile m.ue +zn.wiaf*cI .... of prices ..am below I lpICifted
IIwJ; 1M IIveI iIIIJf __ CMI' tiDe.

IS lAIically, tile Jnel or tile price ClIP DDUId ...... the C .lp"itiYl Jnel. PriciDa." cap .ad emry
iIdicates 1bIl the oampeddYl JneI is below .. IlveJ of tile cap.
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time that Ire different duriDa the price CIP period • compmd with the prior
historical period.

• To the extent that IXCs' 00ItS dea-.IC more quickly thin the IgI'epte price
allowed UDder the CIP.1DIfIiDs IbouJd iDcnaIe ova'time. IDcreasiDa IDIfIiDs
provide iDcNaed iDceDtive to Ildvertise IiDce wiminl • customer is more
valuable when the CUItOmer Jeprnents • biIh IDIfIin iDItad of • aormal
competitive 1DIfIin.

m EMPIRICAL OBSERVATIONS

Tbe Jeven leCtions that follow examine firm behavior ad market performance with

nspec:t to each of the seven iDdica of competition listed above. ElIch lICtion comains • brief

description of theory and objectives, followed by an analysis of the relevant data.

A. ..dye PrIa r,aems •

As indicated previously, if the iDterstate 1oDa-diJtance lDII'kets were nuonably

CGqICtitive, chanaes in carrier ICCa5 charaes would be palled tbrouah to customers u chanaes

ill lema-diJtance priceS.16 Such chaDaes have, in &ct. been obIerved over the put 11 years:

• measured by awnae tmi1fed ICCeIS prices, carrier ICCeII dIarps have faileD .adiJy IiDce

.. ~""af''''_''''ATaT'''''''''''.'' __ ''lDpnMde''III''~
............ pIid to 1I.,1ta1e II» nfftc • their
...... ...,.. CII'riIr _ _.11.' fit .w:e fICh
..... line circuit .. the ..-ce .,.. .." _ local -.-iII. Per IIId per
circuit cmiIr __ pricellIaw *-'dealt)' .. di~ ID 1914 1be Pee .. NqUind 1batATAT ............ __ " •• to in the form of lower Ioa,-
diIIace prices or nduetionI til .. prioe ClIP iDdcx.
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dMldture.17 The extent to which 1hae reductions have been pused throuah to lona-distance

customers in 1he form of lower pica provides • measure of the &tepee of price competition

ill die iDtastate Jcma-diJaaDce 1DIl'bts.11

KCeU cbaraes per minute, however, does DOt ...... the question Mtisfactorily. 1f eccess

.... were reduced by • peDDy per minute but labor COltS rose by • penny per minute, we

would DOt expect competitive IXCI to reduce per-miDute pices by • peDDy. SimilIrIy, ifaccess

.... fell a penny per minute while CIpitaJ costs fell by IDOtber penny per minute, • one-eent
.

reduction in price would DOt fully flow throqh Cll'rier ICCeSS reductions to consumers.

Tberefore, to determine the likely etrect on priee--Cl else rem.inina equal-of • reduction in

access charaes, we Deed to know how, or in what 1eDSe, the IXCs have been compelled by

COD'tpetitive fon:es to flow chanaes in marPW costs tbrouah to customers in the form of price

cban&es. In other words, we must CGmpIJ'C historical price cbanaes 10 111 cost chan&es or

compare current price cban&es to past price c:hanaes.

.

J. a._pi Ia Net lII.enta't Lell&-DIItuce PrIces

Our previous ltUdies .em;..." AT4T griff Ilinal IiDce 1984,~ the

~ effects of interstme 1oDa-dilclDce pice cbaDaes aDd access price chanaes. We showed

n AI G8k:u1.'ld by tile JICC d .,. __ *_ Mw awnp of about
_.In ,..~ ill-.. 10.067 illM3... 11Ift' or.. , s.e Joint 8oIIrd.
"sis" 'ent CC Docbt Mo. l7-n9. N8)' ,,,.., TIbIe 5.11.

I' ,.. relltioDlhip bItw.. the ATAT JIII)'I tD IDeal .......,c.,.. fbr .,. IICCeIS

.-vice ad .. prices It ill _1111.. AIr 11 I Mil 1aDa4ftlCe .-vice 11M liXIIIliDld OIl IIYInJ
previous OCCIIioas. See. tbr anple. Yay., en FiLe (AupIt 1991); Taylor, e me (July 1992); IDd Taylor
- Taylor, aa.
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ilia! fi'om divestiture in 1914 tbrouah July 1992, AT.tT reported cumulative anual access

clllrpllductiODS of $10.131 billion IDd recluctiODS ill other aanuaJ COltS beyond its control of

10.733 lliDioo, for a total lDDuaI reduction in COlts of $10.164 billion.lt OYer the -.De period,

AT.tT pica to its customers fell by SS.223 billion per year. 1bus. oompetitive pressures in

....... 1oa&-etistance markets were iDsuflicient IDd permiUecI ATAT to nile its prices by

12.641 biDion per year, !let of ICCeIS chlraes.

To judie the depee of competiuon implied by 1beIe price cblDaes, we MId to )mow

IiIber (1) what happened to iDdustry costs other than IlCCeSS cbaraes; (2) or what the historical

lites of c:banae of lona-d.istance prices have been, aaainst 'Which we could compIJ'e current rates

of chInae. In our previous studies, we showed that ATAT's iDterstIIe lona-efistaDce prices (net

of iDftation Ind separations chmaes) fell much less rapidly durina the 1984-1992 period as

~ with the 1972·1983 period-dle decade before divestiture and equal access

competition. From this result, we CODCluded that interstate toll competiuon siDce 1984 "has not

led to lower prices in the agrepte market or to lower prices for residential and small business

customas."20 The current study, the results of which me dacribed in the IUb-sections that

.llow~ update, our previous resuJts2' and finds a similar pattern durina recent time periods.

It ~ "''''1 _ _ .. .-Iy pm fll ATAT's -.l _. To" _ .... ATAT wulha_. by ca.,nldw eo ~ "Y I." to __ IIbor
-llf ..... ......-J. ill .. a._ .... '" by 110.9 ,..,... If NIiMd, 1bae
.1th',..1COIII'IducIiaDs would ..,... •• IDcnllf ID ATAT' far ce 1II'Yices.

JI TIyIar -' Taylor••, g. p. 119.

21 0."'" iDe1udes ATAT price ClIP fUiDp 1InuIb TJlDpntaaJ No. 1174. lied em F*'-'Y 16, 1995, to
.. 6ctive OIl April 2. 1995.


